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INTRODUCTION AND EXECUTIVE SUMMARY

The Department has received comments from over thirty parties with varying interests.
Notwithstanding the diversity of the participants, there appears to be near consensus on three critical
points. Thefirg isthat the Department’ s treetment of default service is crucid to the future of electric
restructuring in the Commonwedth. As matters now stand, the great mgjority of Massachusetts
customers will become default service customersin March of 2005. Whatever policies the Department
puts in place for default service will shape the framework of the competitive market in Massachusetts
for the foreseeable future.

The second point of consensusisthat retail choiceis amply not aredity for the great mgority of
Massachusetts customers. No party disputes the DOER data which demonstrates that only about 1%
of small business and resdential customers takes service from a competitive supplier. Thethird point on
which thereis near, but not total, consensusis that true retail choice for the many smdl business and
resdentia customersisaworthy policy god.

Not unexpectedly, the greatest divergence of opinion comes on the issue of how best to achieve
thisgod. Aswe stated in our initidl comments, the Department is faced with astark choice. The
digtribution companies would like to lock in their current position as monopoly providers of retall service
to consumers, and thelr proposas reflect thisdesire. They differ superficidly, and only to the degree
that each pays lip service to the concept of encouraging retail competition. NSTAR isleast ambitiousin
thisregard, taking the view that the restructuring process is complete and that al the gods of the
legidation have been accomplished. NSTAR argues the current system of providing default service
passes through to customers the benefits of the wholesale market and that we should aspire to nothing
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more for most customers. Nationd Grid offers what appears to be amagjor overhaul of default service,
but its plan does little more than change the name of the current process from wholesdeto retail. The
digtribution companies continue to perform dl retall services and competitive suppliers do no more than
provide the wholesale power in much the same way which they do now. In effect, nothing sgnificant
changes from the status quo other than requiring the current wholesae suppliers of default service to
become licensed asretail suppliers. Indeed, the revised Grid proposa gives up even that very modest
change by alowing wholesde suppliers to continue to participate in the default service auctions. The
Grid proposa does nothing to encourage retail competition, and will result in higher default service
prices for consumers.

On the other hand, TXU has put forth a plan which will create true retall competition for smal
business and resdential customers. Aswe discussin more detail below, the critical eement of that plan
isthe unbundling of retail services from the wires cost. While TXU acknowledges that there are il
practical implementation problems to be explored before its vison of atrue competitive market can be
achieved, the criticd path activity is retail unbundling. We suggest severd measures that can Streamline
this process while bringing immediate improvements to the manner in which default service is priced and
procured. While the Department conducts aretail unbundling proceeding, it should adopt some form of
DOER’s proposal for improving wholesde procurement for default service on an interim bass. Unless
the Department begins this process now, however, there will be no true retail dternative available by
March of 2005.

The Department has the difficult task of determining the future of restructuring. We are

confident that the Department will do what it deemsto bein the best interest of dl customers. TXU
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asks only that the Department set forth aclear policy, and the concrete stepsiit will take to achieve that
policy, so that TXU, and other suppliers, can plan accordingly.
ARGUMENT
DESPITE THEIR NUMBER, THE COMMENTS OFFER ONLY TWO

VISIONS FOR THE FUTURE OF THE MASSACHUSETTS RETAIL
MARKET.

Many parties filed commentsin this important docket, which is encouraging. The Department
should be pleased that o many parties, representing many interests, have offered their views on the
future of default service and the retail eectricity market in Massachusetts. From these many comments,
however, only two digtinct dternatives emerge. Oneis represented by the commentsfiled by the
distribution companies, primarily NSTAR and Nationd Grid. These parties take the pogtion, in dightly
different forms, that the restructuring processis over, and residentid and smal commercia customers
have gotten dl they can ever hope to get from it, namely an efficient pass-through of wholesde prices.
The other is represented by comments filed by TXU and other retail suppliers, including Centricaand
the Compstitive Retall Suppliers. TXU bdlieves, as we hope the Department believes, that there is il
great promise for the retail market in Massachusetts, if the Department takes the steps necessary to
create such a market.

A. The NSTAR and National Grid proposalsretain the current structur e of default
service procur ement as a wholesale arrangement.

While the NSTAR and Nationa Grid proposals gppear to be different, they share acentra
governing principd:  utilities should continue to be the sole providers of retall servicesto residential and
amal commercia cusomers. NSTAR dates this principle most clearly. Its postion isthat the current

default service system provides consumers the benefit of a pass-through of prices from awholesae
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market that is working well, and that this isthe most consumers can expect. The Department can, thus,
declare victory and move on to other things. NSTAR is untroubled by the fact that this view would
result in it remaining the monopoly provider of retail services to its Massachusetts consumer customers,
perhaps in perpetuity.

The Nationd Grid proposa spends many pages describing detailed schemes for auctions
involving default service customers and suppliers. When reduced to its essence, however, this proposal
isnearly identica to the vison laid out in NSTAR’'s comments. Both retain the utility asthe sole
provider of all retail services associated with default service. Both keep the costs for those services
embedded in the utilities distribution rates, where retailers cannot compete against them. And both
would do nothing to stimulate the development of aretall market.

In its comments, Grid shows its true colors by abandoning even the pretense that retail suppliers
should take over the default service obligation in any sense.  Grid now proposes that it will accept bids
inits“retal auction” from wholesale suppliers aswell asretall suppliers. “Specificaly, we are proposing
to accept wholesde bids for basic service to supply default service customers that will bethe samein dl
respectsto retal basic service, but will not involve aretall switch of the customer account.” Nationd
Grid Initid Commentsat 11. Thisisateling description of the Grid's previous “retail” proposa. The
fact that the “retail” auction can accommodate wholesale suppliers without being changed in any respect
other than the nomind identity of the retail supplier provesthat “retail basic service’ is, intruth, a
wholesde sarvice. In ether case, the only “service’ provided by the non-utility supplier iswholesde
generation; the utility continues to provide dl services that involve a direct reationship with the
customer. Thisisthe same retail arrangement that existed before the Restructuring Act took effect; the

Grid's plan would lead Massachusetts backward, rather than forward.
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None of the utility proposals would alow, much less encourage, the development of aretall
market in Massachusetts. In fact, they would ensure that no retail market would develop here for the
foreseeable future. Competitive retalers like TXU, Centrica, and Green Mountain who are following,
but have not yet entered, the Massachusetts market need to see real changesin the market structure that
would cregte atrue retal service againg which they can compete. Asdiscussed in TXU'sinitid
comments, in the current system, retailers compete againgt a wholesae generation price, while the price
for other retall services remains embedded in the utility’ s distribution charges. The utility proposals do
nothing to change this criticd flaw in preparation for the expiration of sandard offer service in early
2005. At best, they add cosmetic changes meant to give the appearance of retail competition while
cementing the utility’ s status as de facto monopoly provider of service to resdentid and smdl
commercia customers. Worse still, as described below Section D, these cosmetic changes will increase
the cogts of serviceto dl customers, even asthe utility retainsits nearly 100 percent market share
among the consumer rate classes.

B. The Unbundling Recommended in TXU’s Initial Comments Is The Essential
Element Needed to Create A Competitive Retail M arket.

None of the utility proposas address the fundamenta problem of market structure. They dl
retain the basc market tructure in which “generation service’ remains essentidly awholesde service,
while the utility continuesto provide dl of the retaill servicesthat creste customer relaionships with
consumers. The only way to create a market in which TXU and the other retailers will competeisto
first create atrue retall service. To do this, the Department must unbundle the costs of retail services
from the utilities distribution rates, and open those retail services to competition to the maximum extent

dlowable. Where provisons of the Act congtrain the Department from opening a service to
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competition, (asis the case with billing), the Department should at least dlow retallers to procure those
services from the utility on behdf of ther retall cusomers, paying the utility a non-discriminatory
Department-gpproved rate that would result from an unbundling proceeding.

An unbundling proceeding is absolutely criticd to achieve the necessary re-orientation of the
retail market. The pseudo-retall measures suggested in this proceeding will not work, and will only raise
prices. Thesameistrue for atificidly rasng generation prices, either by cross-subsdizing ddivery
sarvices as the Grid suggests, or by imposing a“retail adder,” as some have suggested in other dates.
But by combining an unbundling proceeding with immediate improvements in the current default service,
the Department can once again put Massachusetts at the forefront of electric restructuring.

1 Through an appropriate unbundling proceeding, the Department can create
a appropriate structurefor the post-standard offer market.

There isagrowing redization among states and countries that have moved forward with eectric
restructuring thet full rate unbundling is the sine qua non of a competitive retall market. The United
Kingdom led the way in this respect, when it Structuraly separated the digtribution functions of its
formerly state-owned utility from the retall functions. See, e.g., Review of Domestic Gas and
Electricity Competition and Supply Price Regulation, Office of Gas and Electricity Markets
(“Ofgem”) (November 2001); Separation of PES Businesses. Review of C12 Licence Obligations,
Ofgem Consultation Paper (February 2001). Texas used asimilar gpproach when it ructurdly
separated the digtribution and retail functions of its mgor utilities. TXU saw firg-hand that such a
separaion, which can only be accomplished with full rate unbundling, both stimulates retail competition

and improves the service provided by the wires company.
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Full structura separation is not necessary, however, to create a market structure that allows
retail competition to take hold. Full rate unbundling, combined with gppropriate Sandards of conduct,
which Massachusetts dready hasin place, can sufficiently separate the digtribution function from the
retail business. New Y ork and New Jersey have embarked on this path to creating competitive retail
markets. The New Y ork commission, for example, “concluded that a prerequisite to fostering retall
market development is the establishment of unbundled rates for competitive or potentially competitive
functions that reflect fully alocated costs™* Both states are conducting full rate unbundling proceedings
for their mgor utilities, with the goa of separating the rates for retail services, which can be provided by
the competitive market, from the rates for the wires services, which should remain with the utility. As
other states in the Northeast and € sewhere move toward a market structure that will support true retail
competition, those states become more attractive to potentia new entrants such as TXU, Centrica, and
Green Mountain, which must deploy limited resources where they can give the greatest return.

That is not to say that Massachusetts should follow any other state in lockstep, which it has
never done. TXU has maintained from the beginning of its involvement in the ongoing restructuring
efforts in Massachusetts that each state should find the solution that meets its unique history and needs.
In choosing an gppropriate approach to unbundling, the Department can find such a solution that makes
use of and improves upon the experience of other states.

Texas and New Y ork undertook what amounts to a two- part gpproach to unbundling, in which

issues of satewide gpplication are decided in a generic proceeding, the results of which are then applied

! Proceeding on Motion of the Commission Regarding Provider of Last Resort Responsibilities, the Role of

Utilitiesin Competitive Energy Markets, and Fostering the Devel opment of Retail Competitive Opportunities—
Unbundling Track, Case 00-M-0504, Order Directing Filing of Embedded Cost Studies (November 9, 2001), citing
Order Directing Expedited Consideration of Rate Unbundling (March 29, 2001).

521736 1 8



to each utility in individua rate proceedings? While ultimately effective, such an approach may not be
best for Massachusetts. We respectfully suggest that the Department consider a more streamlined
approach: direct the distribution companies to file embedded cost-based tariffs for each service that is
part of the bundled retall serviceit provides to default service customers. These would include:

?? Generation (including al procurement and administrative costs);
?? Wires-only digtribution service,

?? Metering (including meter reading);

?? Trangmisson;®

?? Billing savices

?7? Credit and collections services, and

?? Customer service (indluding customer information systems).*

Each utility would be required to support its tariff filing with cost sudies as it deemed
gppropriate in order to comply with G.L. c. 164, 894. This approach would offer severd adminidrative
and substantive benefits:

?? The sx-month suspension period would ensure that the proceedings do not extend indefinitely,
delaying the implementation of an gppropriate market structure for default service;
?? Issues of statewide importance would be addressed in the firgt tariff case to come before the

Department, which would set the precedent for and, thus, streamline the remaining tariff cases®

2 See ,supra, Note 1.

8 Massachusetts utilities already have transmission tariffsin place as aresult of the Department’s
implementation of the 1997 Restructuring Act.

4 Thetariffsfor individual services would be used primarily by retailers for purposes of procuring utility
services or identifying the utility cost against which the retailer would be competing. The price for each item would
not need to appear on each consumer’ s bill, and the Department could take stepsto ensure that consumer bills would
not become any more complicated than under the existing system.

° The Department could stagger the timing of the utility tariff filingsto avoid simultaneous review of filings by
all four utilities.

6 The Department employed a similar approach in implementing the Restructuring Act. The Department’s
findings regarding the extent to which settlementsby Massachusetts Electric and Boston Edison “substantially
complied” or were “consistent” with the Act were applied to later filings. This allowed the Department to conduct
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?7?

?7?

?7?

The resolution of statewide issuesin the firgt tariff case would increase the opportunity for
Settlements in the remaining cases, as parties would recognize that they could not re-litigate issues
dready decided in thefirst case;

The Department-approved tariffs resulting from such proceedings would provide a mechanism to
immediately implement aretall market structure for default servicein a utility’ s service territory once
that utility’ s tariffs were approved. Potential competitors or dternate default service providers could
offer retall servicesthey would supply themsalves, in which case the utility’ s tariffed rate for that
service would serve as a “ back-out credit,” or the retailer could choose to use the existing utility
service, in which case it would pass on the tariffed rate to its customers;” and

The resulting structure, in which the rates for dl contestable or potentialy contestable retail services
are unbundled and made transparent to customers, would not only alow competition from non
utility retailers, but would aso enable utilities to cregte retall affiliates that would compete in other
servicesterritories, or even other sates, thus ensuring continued efficient deployment of their own
retail resources.

Even dlowing for a staggered schedule of tariff proceedings, this gpproach would dlow the

Department to conduct unbundling proceedings and implement an appropriate market structure for

default service before standard offer service expiresin early 2005.

2. The Department can implement immediate improvements to default
service pricing and procur ement, such asthose suggested by DOER, that
need not wait for the completion of the unbundling proceedings.

those later proceedings with dispatch. For example, the COM/Energy restructuring plan was fully litigated, from filing
tofinal order, in lessthan four months. COM./Energy Restructuring, D.P.U./D.T.E. 97-111 (February 27, 1998).

7

In the case of retail servicesthat cannot yet be opened to competition, such as billing, all retailers would be

required to use the utility’s service.
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Whilefull retall unbundling remainsthe critica step to creating a competitive retall market, the
Department can take immediate steps to improve default service in the areas of pricing and
procurement.® In the area of pricing, as other parties suggested, the Department should require utilities
to immediately move certain easly identifiable costs from digtribution rates to the default service price.
These include adminigtrative costs for procuring default service, bad debt attributable to default service
customers, and the charges to reconcile default service prices with revenues.

In the area of procurement, severd parties, most notably DOER, identified ways in which the
current practice can lead to large swings in the default service price, which can lead to hardship for
consumers while also making it even more difficult for retallersto compete. As an interim measure,
while the unbundling proceedings are underway, the Department should implement some form of the
DOER’s proposal for improving the procurement process for default service on a statewide basis® In
no event, however, should such interim measures extend the “wholesae only” approach to default
sarvice beyond the expiration of standard offer, dlowing standard offer customersto revert to a utility-
provided, wholesa e pass-through default service.

C. National Grid’'s Criticisms of the TXU Plan Are Misplaced.

TXU respectfully submits that its proposd for full retail cost unbundling isthe key step to
creating arobust retaill market, and is fully consstent with the policies that have guided the Department
through the restructuring process. In its comments, however, Nationd Grid criticized the TXU proposal

on anumber of grounds. Nationd Grid Initid Commentsa 22, n. 3. Some of these are Smply

8 Inour initial comments, TXU recommended that the Department make no changes to default servicein any

interim period between now and the implementation of an improved market structure. By thiswe meanthat the
Department should reject structural changes to default service, such as those suggested by National Grid, that would
not lead to true retail competition.
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misunderstandings, caused perhaps by the summary nature of the various presentations at the public
hearing and technica conference of the plan. All of these criticiams are misplaced, however, and can be
quickly addressed.

1 The TXU plan would not leave anyone “in the lurch” should a supplier fail.

TXU recommends a market structure in which al retall services are unbundled from distribution
sarvice and offered to customers by competitive suppliers (incdluding, if the utility desired, utility
comptitive affiliates). Such a system would require a* supplier of last resort” that would provide retall
sarvice to customers who are without a competitive supplier for any reason. Should a supplier fall, and
no other suppliers step in to offer to serve those customers, the failed supplier’s customers would be
switched to the supplier of last resort. No onewould be l&ft “in the lurch.”*°

2. TXU’s proposal would apply consumer protectionsto all customers.

Under the TXU plan, every customer would enjoy the same consumer protections that are
avalable now. For example, the low income rate, which is gpplied to the utility’ s ddivery charges,
would be available to every qudifying customer, regardless of whether that customer took service from
acompetitive retailer or a default service provider.

3. The TXU proposal creates no unwarranted barrier to entry.

Under the TXU plan, no retailer would be forced to provide any retall serviceit did not wish to

provide. Retalerscould smply combine their own generation with retail services such ashilling and

o Proposals such as the Grid auction plan that would only be implemented on atrial or pilot basisin one

utility’ s service territory will do nothing to improve the overall climate for retail competition in Massachusetts.

10 This criticism may be more related to National Grid’s concern that it might not be paid any outstanding
distribution charges owed by the failing competitive supplier since, under TXU’s plan, the retailer procures
distribution service from the utility on behalf of its customers. In such a system, however, as part of a certification
process, retailers should have to provide adequate security to ensure that the distribution company would be made
wholein the event of asupplier failure.
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customer service procured from the loca utility at tariffed rates. This syssem would dlow aretaller to
operate much asit would under the Grid' sretall auction plan, but with the critical difference of branding.

More importantly, the Department should be wary of any proposd that advertises “no barriers
to entry” asone of its selling points. 1f competitors need do nothing to enter amarket, it is unlikely thet
they will offer any benefits to cusomersif they do enter. Allowing retalersto provide as many retail
sarvices as the law dlows would impose a barrier to entry by firms wishing to provide such services, but
the barrier is an appropriate one. A retailer could not enter the market unlessit could provide service
more efficiently than the incumbent utility. Nationa Grid's argument ignores the fact that only those
retailers who can overcome this barrier have anything of vaue to offer retail cusomers. A retailer that
only re-sdlIsthe utility’ s service coupled with its own generation offers nothing thet is not aready
available under the current default service structure.™

4, The TXU plan would not lead to duplicate systems and costs.

Here, the Grid confuses competition from an efficient retailer with duplication of sysems and
costs. Under the TXU plan, retail services would eventualy be unbundled and opened to competition.
The Department would conduct an unbundling proceeding to identify each utility’s cogts to provide true
digribution service. All other costs, such asthose for billing, customer service, and collections, would
be moved to aretall cost category, along with cost for generation, to create atrue retall default service
againgt which retallerswould compete. Retallers would win customers away by offering better prices,

better service, and innovative products and services. The facilities retailers would use to provide those

" National Grid's argument calls to mind the Department’ s preference for facilities-based competition over

resalein thelocal exchange telephone market. Facilities-based competition certainly has higher barriers to entry than
resale, but the Department has recognized facilities-based competition can bring far more value to customersin the
long run than mereresale. See, e.g., ACC National Telecom Corp., D.T.E. 97-85 (September 19, 1997) (promoting
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sarvices would not “duplicate’ the utility’ s facilities any more than Ford’s manufacturing plants
“duplicate’ those of Chevrolet or Toyota. To the extent the retailer is successful, its services displace
those of |ess efficient competitors.

5. The TXU Plan would not disrupt customer switching or billing.

As dated initsinitid comments, TXU understands that what works well in one state may not be
appropriate for another state. One advantage Massachusetts hasin this proceeding isthat it can take
the best practices from other states, apply those that fit here, and reject the ones that do not.” There
appears to be no reason to change the way customers are switched in Massachusetts, and TXU has not
proposed any change.

With respect to hilling, contrary to what the Grid claims, the experience in other jurisdictions has
shown that retallers can provide billing as efficiently as didtribution companies. This has certainly been
the case in Texas, and while no system is perfect, the “problems’ Nationd Grid cites have occurred at a
very low rate, consdering the overdl size of the market, and have improved greetly since the market
was fully opened to competition.*® Ensuring accurate and timdly billing would, of course, be amgjor
concern for the Department, and TXU would support arigorous program of licenang and testing before

aretaler would be alowed to offer such services competitively.

facilities-based competition in Massachusetts “ over time should lead to lower prices, more innovation, and an
enhanced level of service for consumersin the Commonwealth”).

2 Itisclear, for example, that the Texas system for switching customers would not be appropriate for
Massachusetts. Texas aready had in place a centralized entity, the Electricity Reliability Council of Texas
(“ERCOT”), that was well-positioned to act as the clearinghousefor switching transactions for the major Texas
utilities. Massachusetts has no entity equivalent to ERCOT that could be used for those purposes any more
efficiently than they are already handled by individual utilities.

B A recent report to the Public Utility Commission of Texas shows during a recent three month period a 50%
reduction in the number of active customers missing one or more bills since January 1, 2002. See Project No. 24462 -
Performance Measures Relating to the Competitive Retail Electric Market, August 22, 2002 report to Public Utility
Commission of Texas. TXU would be pleased to brief the Department in more detail regarding the manner in which
billing services are provided in the Texas market.
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6. The TXU plan compliesfully with G.L. c. 164, 8 1D and Section 312 of the
Restructuring Act.

Nationd Grid arguesthat TXU’s proposds regarding billing would violate G.L. ¢. 164, § 1D.
The Grid should see that thisis not the case when it reviews TXU comments. Under the TXU
proposd, billing could be provided in two ways. First, aretaller could procure billing services from the
utility, which would continue to “ create and send billsto retail customers’ asrequired by 8 1D. The
only difference between the current system and the system TXU proposesis that the retailer would pay
the utility, based on tariffs gpproved by the Department, for “creating and sending billsto retall
customers’ and the retailer would control the content of the hill, subject to regulations set by the
Department. This proposal addresses dl of the concernsthat led to the passage of 8§ 1D. Since the
utility would continue to “create and send the bills” they would be as accurate and timedly as they are
now. The utility would aso remain the monopoly provider of billing services, so there would be no
impact on utility saffing levels and no possibility that the arrangement would run afoul of § 312 of
Regtructuring Act’ s prohibition againgt opening billing services to competition. Nothingin 8 1D or 8§
312 governsthe format or content of the bills so long as the utility continues to “ create and send” them
in either a consolidated or separate manner, which would be the case under TXU’s proposdl.**

Alternatively, TXU has suggested that the Department could designate an dternate default
service provider, pursuant to G.L. c. 164, 8§ 1B(d), and that the adternate default service provider could
provide dl retall servicesitsdf, induding billing, as does the utility now when it provides default service.
Asexplained in TXU initid comments, this proposd is consstent with both § 1D and 8§ 312, and would

provide customers with an atractive dternative to utility service. This proposa could not be
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implemented unless the Department found it to be “in the public interest,” a standard that would require
the Department to weigh the costs and benefits for customers of the dternative arrangement. Clearly, if
the Department found that aretailer gpplying to be adefault service provider was not capable of
providing the service a least as efficiently asthe utility, or that the retailer’ s proposa did not comply
with gpplicable statutes, the petition would not be approved.

D. TheNational Grid proposal addspseudo-r etail dementsthat will raisetheprice of
default service while bringing no benefits to consumers.

In contrast to the TXU retall unbundling plan, Nationd Grid proposes changesto default service
that would raise prices without any corresponding benefits for consumers. Thisis true under ether the
“wholesale option” or “retall option” described in Grid' sinitid comments, although thereis no reason to
believe aretal supplier would ever win an auction in which it competes head-to-head with wholesde
suppliers. Inany event, Grid itsdf describes the proposds asbeing “identicd.” Nationd Grid Initid
Commentsat 13. TXU encourages the Department to reject both plans.

1 National Grid's Proposed Retail Auction Pricing and the “Retail Value

Credit” AreEconomically Unjustifiableand Will Result in aBlatant Cross-

Subsidization of National Grid’s Delivery Services that Will Distort the
M assachusetts Electricity Market.

Nationd Grid proposes a unique method for determining the basic service price that would
result from its retall auction. Nationd Grid would accept bids for each of its four subsets of default

sarvice customers, and would choose the low bidder for each group as the winner of theright to serve

" TXU strongly encourages the Department to advocate opening billing services to competition, recognizing

that such a change would require legislative action.
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that group. Each of the four winners would receive its bid price from the Grid. The customersin the
four groups dl pay the same price, however, which would be the highest of the four winning bids™

Thisproposa hastwo mgor flaws. Firs, it isan inefficient auction desgn when compared to
the two designs used currently in New England power markets. 1n the day-ahead commodity markets
run by 1SO New England, the clearing price is set by taking increments of supply, arting with the
lowest bid price, until dl demand ismet. The price of the last increment of supply that meets the last
increment of demand is the price that “clearsthe market,” and every seller receivesthe market
clearing price. The prospect of keeping the difference between one' s margina costs and the market
clearing price helps drive prices to margind cost and encourages entry of more efficient sellers. The
Nationa Grid plan creates no such incentive, Snce bidders receive only their bid price.

The other familiar auction desgn isthat currently used by utilities to procure default service
generation from wholesde suppliers. Anincrement of default service load is put out for bid, and the
lowest qudifying bid wins. Customers pay, and the wholesdle supplier receives, the bid price. While
the current system is flawed because, as discussed in TXU'sinitid comments, it does not include dl of
the components of retail service, the basic auction design is one that could be used should the
Department transform default service into atrue retail service. The Nationd Grid auction plan uses
neither accepted method, and provides no judtification for imposing one group’s price on dl groups. As

discussed further below, there is no judtification for doing so.

r It isinteresting that National Grid proposes creating a separate group for G-1 customers and including this

group with the three residential groups. Under the current default service rate structure, G-1 customers would take

service under the commercial rate, which happens to have been the highest of MECO0' s three default service prices

since the Department ordered market-based pricing for default service. |If this pattern continued under the National

Grid auction plan, the G-1 group would generally set the price for the three residential groups, increasing their rates
and creating additional “margin” that would be applied to the Grid' s delivery rates.
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The Nationd Grid auction plan’s other mgjor flaw is the characteristic that makesiit attractive to
the Grid: the Grid gets to apply the difference between what it charges customers and what it pays
suppliersto its ddivery charges. The Grid uses avariety of euphemisms such as “retall vaue credit” and
“margin,” but these terms cannot hide the fact that Nationa Grid wants customers to overpay for default
sarvice in exchange for apotentia or purported decrease in ddivery rates funded by that overpayment.
This proposa would violate both the Restructuring Act and the Department’ s most basic rate-meaking
principles, and would distort the Massachusetts e ectricity market by sending fase price sgndsto
default service customers.

The Restructuring Act requires that the default service rate “not exceed the average monthly
market price of dectricity.” G.L. c. 164, 8 1B(d). The basic service price proposed by the Grid is, in
no sense, a“ market price of dectricity.”*® By dividing its default service customersinto four groups,
and auctioning the right to provide service to each group separately, the Nationd Grid plan creates four
separate “markets.”  Since the division among the groups must be strictly enforced for purposes of bad
debt alocation, and since the auctions will be held at different times, the resulting prices can hardly be
compared to the undifferentiated “ market price’ that results from the |SO New England process, or
even the current default service procurement process. The four groups are not even from the same rate
class, three are resdentid, the other is small commercia. There is no economicdly judtifiable reason to
impose the “market price’ for one group on the other three, any more than one could justify imposing

the “market price’ paid by Nationd Grid's default service customers on NSTAR's customers.

1 National Grid makes no pretense that the basic service price meets this definition. It merely assertsthat it

will “define the market price as the highest of the winning bidders with contracts outstanding for the relevant
period,” thereby setting its premise equal to its conclusion, by which method one can prove anything.
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Further, taking National Grid's over-collection of default service chargesthat it refersto asthe
“retall value credit” and applying it to the Grid's own ddlivery charges would violate a basic principle of
rate-making, avoiding cross-subgdization. See, e.g., Sandard of Conduct, D.T.E. 97-96 (May 29,
1998) (“cross-subsidization is of critical concern in the rate-making process’). Nationd Grid's
proposal would move default service from aformat thet is dready flawed (Snceit represents only a
pass-through wholesale price rather the price for atrue retall service) to one in which amounts collected
for default service are gpplied, without any economic judtification, to ddivery charges.

The result would be a complete distortion of the eectricity market in Nationd Grid's service
territory. The Grid would apply the “retall vaue credit” equaly to al customers who would be digible
for basic service. Asaresult, three-fourths of the default service customers would be paying a price
higher than their suppliers bid, with the excess amounts going to reduce the ddlivery charges for
customersin dl four groups. Thiswould creete two problems. Firdt, customers in those three groups
would respond to offers from competitive suppliers that appeared attractive only because of the inflated
generation price. Any competitive supply offer that beeat the basic service price by an amount less than
or equa to the “retall value credit” would gppear to be attractive, but if the customer were paying his
supplier’ sbid price, the customer would see that the competitor’s price was nat, in fact, lower. Inthe
meantime, customersin the fourth group would receive a decrease in their ddivery charges, courtesy of
the other three groups, even though they are the only group receiving a correct generation price signd,
snce the basic service price is equd to their supplier’ s bid.

There would be no benefits whatsoever from this cross-subsidization between rate components
and among separate default service groups. The only benefit identified by the Grid isthe *incentive’ for
switching to competitive supply created by artificialy increasing the default service price. Nationd Grid
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Initid Comments at 16-18. If the Department were interested in such artificid methods for increasing
the rate of switching from default service to competitive supply, it could introduce such a syslem now by
employing a“competitive adder” to the default service rate and subtracting the same amount from the
utility’ s delivery rate. The result would be the same: customers who accepted offers from competitive
suppliers at price between the artificidly inflated price and the true price would do so only because they
were given false information about the cost of the different components of their eectric service. Surely
the Department will favor a market that alows for and encourages efficient entry of competitive firms
over one that increases switching by mideading customers with incorrect price sgnds.

2. National Grid’'s “Wholesale Option” would inefficiently shift costs to
wholesale suppliers, which would raise pricesto consumers.

Under the wholesae option, “the wholesale contract and basic service terms and conditions will
be cong stent with the wholesale contracts that Mass. Electric has used in the past, modified to reflect
the changes associated with basic service” (emphasis added). The Nationa Grid comments
describe the wholesale option further asfollows

Under the wholesale option, awinning bidder would be (1) assgned the respongihility to
supply asubset of Mass. Electric’ s customers, rather than dl of the customersintheclass,
(2) required to bid asingle price for dectricity supply, rather than apricethat variesfrom
month to month; (3) required to bid for periods of up to two years in the standard offer
procurement program if conditions warrant, rather than current practice that limits
procurementsto asingle year; (4) reponsblefor al lossesdown to the customer’ s meter;
and (5) pad only itsdlocable portion of amounts actualy received by Mass. Electric from
retail basic service customers assigned to the supplier. Nationd Grid Initid Comments at
27.

Nationa Grid does not identify a single benefit to customers associated with these changes. The
Grid makes the vague, unsupported claim that these “variations from today’ s practice . . . may be

gppropriate to encourage the development of the market even if the retaill supply of basic service were
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not dlowed.” Nationd Grid Initid Comments a 26-27. However, there is nothing about these changes
to the obligations of wholesde suppliers that would do anything to * encourage the development of the
market.” The suggested changes would only raise prices, with no corresponding benefit for customers.
Thisis especidly true of the Grid's proposal to shift the bad debt risk to wholesale suppliers.

According to the Grid’'s comments,

the wholesdle supplier would assume the bad debt risk of retall customers and,

accordingly, would receive only the portion of payments from retail customers associated

with thewholesaler’ swinning bid that was actudly paid to Mass. Electric by the customers

inthewholesaler’ sauction block. Thus, awholesae supplier would be subject to the same
bad debt risk as aretail basic service provider. Nationd Grid Initid Comments a 13.

This change would be bad for everyone, except Nationa Grid. Hereiswhy. First, the premise
of the Grid' s proposed changes to the current wholesae agreement with default service suppliersis pure
fiction. In the scenario in which the Grid divides its default service customers into four “auction blocks’
for purposes of accepting wholesae bids to supply service to those customers, all of the customers
remain retall cusomers of National Grid. The ideathat any particular customer or group of customersis
“associated with” a particular wholesale supplier is nonsense. 1t would be like dlaming thet, for a
generation-owning utility, particular groups of customers are “associated with” particular power plants,
or that customers of a particular gas Sation are “associated with” a particular il refiner, or that
customers of a particular McDonad's are “ associated with” a particular cattle feed lot. The phrase
“associated with” ismeaningless. All of the customers are Nationa Grid customers. Nationd Grid has
agatutory obligation to buy power to supply those customers. Whether it meets that obligation by
buying from one wholesale supplier or a hundred wholesae suppliers makes no difference whatsoever

s0 far as the relationships between the Grid and itsretall customers are concerned. The only
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“asociation” that mattersto the retail customer isthe onewith hisor her retal supplier, which would
continue to be Nationa Grid.

Whilefictiond, this meaningless “association” between awholesde supplier and an end-use
retall customer is not without severe consequences, since Nationd Grid usesit to judtify dhifting to
wholesde suppliers cogts that the Grid itsdlf isin the best postion to bear. Legdly, an end-use
customer can have only one retail supplier, which would be Nationd Grid in thiscase. An end-use
customer can dso have only one distribution company, which would also be Nationd Grid in this case.
Thus, only Nationd Grid would have a contractud relationship of any kind with the end-use customer.
Only the Grid would have any remedy againgt any retail cussomer who did not pay. Wholesde
suppliers have no contractua relationship of any kind with retaill customers, and thus have no remedies
for non-payment.

The current system of wholesde procurement for default service reflects this contractud redlity.
A wholesale supplier of default service has one contract, with the utility. If either the utility or the
wholesale supplier does not perform, the other can exercise its contractua remedies againg the party in
breach. If the utility’ s customers do not pay, the utility exercises the options available to it under its
tariffs and sate law. Each party remainsin control of its own contractua destiny, and assumesthe risk
that the party with which it isin contractua privity may not perform.

Shifting responghility for Nationd Grid's bad debt to wholesale suppliers tosses all of these
well-ordered cards in the air. The wholesde supplier would now have to cover acost over which it had
no control. Having no contractud relationship with non-paying retail customers, the wholesde supplier
would be forced to rely on Nationd Grid's good graces to pursue non-payers with the same vigor asit
did when the Grid itself was responsible for dl bad debt. But no rational company would act in such a
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manner. By shifting the bad debt associated with default service generation to another party, Nationd

f.t

Grid would cut itstotd default service bad debt exposure nearly in haf.”” Thereisno reason to expect
that the Grid would continue to pursue collections activities as aggressively asit currently doeswith only
half as much money at risk. The Department’s pro rata alocation of customer payments between
generation and ddivery charges will amdliorate this effect somewhat, but thereis little question that
should the Department alow such a shift in bad debt responsibilities, collections activities would become
aprimetarget for Nationa Grid cost-saving measures.

This system adds a new layer of risk, and associated cost, to consumer bad debt. Wholesde
suppliers will have to assess not only the likely bad debt attributable to the group of customers they will
be “associated with,” the suppliers will have to assessthe risk that Nationd Grid collection efforts will
be less diligent under the new system than when its own money was a risk. Wholesde suppliers would
have no choice but to adjust their bids upward accordingly, since the actuad bad debt attributable to that
customer group could well be higher going forward than the level of bad debt attributable to the same
group had been in the past. The result will be higher pricesto the Grid's default customers.*®

Shifting the responsibility for bad debt to wholesale suppliers would also require additiona

oversght by the Department. The Nationd Grid proposa would create a new, pseudo-contractud

o MECo’s current default service rate of 6.203 cents’/kWh is about half of the total per kWh charge for the R-1
class. Thus, by shifting the bad debt risk associated with about half of its R-1 class default service revenuesto
wholesale suppliers, National Grid would reduce its overall bad debt exposure attributabl e to default service by half.
18 It isalso possible that the division of the default service customer group into four sub-groups would affect
wholesale suppliers’ perception of the volumetric risk associated with default service. In the current system,
wholesale suppliers take on some percentage of the total, undifferentiated volumetric risk associated with the entire
default service customer group. In that system, the risk of an unusually large migration of customersinto or out of a
particular sub-group, such as the opening or closing of aresidential apartment building or small retail shopping
complex, is spread over the entire group. If the group is split into three sub-groups, the wholesale supplier for a
particular sub-group would absorb the full impact of such events. In the short-term, until the effect of this
subdivision on volumetric risk can be observed and studied, the possibility that it will have a negative effect on a
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relationship between retail customers and wholesde suppliers. Since this relationship would have ared
impact on what the Grid pays wholesae suppliers, the Department would have to find away to police
the divison of Nationa Grid's default service customers into the groups that would be * associated with”
aparticular supplier. If the boundaries between the groups became fluid (which isared risk, sncethe
boundary is purely a congruct in the firat place), the utility could shift non-paying customers from group
to group, dlowing it to reduce its payments to each wholesale supplier. The Department would also
have to devise amethod for assgning new customers to and subtracting departing customers from the
designated groups, since the precise compostion of those groups would have an impact on wholesde
supplier revenues.

3. National Grid would keep any savings that might result from its retalil
auction plan, whileimmediately passing on all coststo consumers.

While giving the appearance that its proposals would result in savings to customers, Nationa
Grids comments make clear that it would kegp some of these savings, while passing on any associated
costs to customers. With respect to bad debt, the Grid maintains that shifting thisrisk to retail suppliers
under its auction plan would not trigger a rate reduction under its settlement. Nationd Grid Initid
Commentsat 25. They assert that “retail suppliers have always been responsible for bad debt expenses
under our settlement,” so that the exogenous factor change provision would not apply “to bad debts
alocated to retall suppliers under our proposd.” Id. Thispostion isanon sequitur. Nationd Grid
currently takes on al of the bad debt risk for its default service customers, sinceit provides those
customers with afully bundled service, including generation. If Nationd Grid shifts the bad debts risk

associated with that group of customers to another supplier, National Grid's costs go down, period.

wholesale supplier’ srisk position would, alone, tend to increase the wholesale prices that National Grid will pass
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The fact that Nationa Grid “did not commit to indemnify any other suppliers bad debts’ isthe very point
here; default service would change from a service for which Nationd Grid bears al of the bad debt risk
to one in which much of that risk is shifted to suppliers, thus decreasing the utility’scods. Thereisno
justification for alowing Nationd Grid's shareholders, rather than its customers, to enjoy the benefits of
this reduction in utility codts.

On the other side of the ledger, Nationd Grid asserts that “the potentid for costs associated
with asupplier fallure’ under its procurement program “represents a cost that is directly associated with
the supply of basic service® and, thus, should be passed on to customers by reducing their “retall vaue
credit.” TXU beieves the more gppropriate way to ded with supplier faillure is by requiring adequate

security to become alicensed supplier in Massachusetts.™

CONCLUSION
Theinitid commentsin this proceeding confirmed TXU’ s view that the Department faces a clear
choice between those, like the utilities, who would continue the status quo indefinitely and those, like
TXU, Centrica, DOER, and the other retailers, who would have the Department move decisively in
favor of atrue retail market. Full rate unbundling for al retall servicesisthe most critica step on the
path to such a market, and TXU encourages the Department to move with al due speed to begin

proceedings that would lead to unbundled tariffs for dl retal services currently provided by

directly ontoits customers.
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Massachusetts utilities. By combining thet step with immediate improvements in default service pricing
and procurement, such as those presented by DOER, the Department will once again put
Massachusetts at the forefront of eectric restructuring. Without unbundling, however, true retall
competition cannot take hold, and retailers such as TXU will be forced to look to other markets that
have taken or are taking this critica step. In ether event, TXU encourages the Department to act
decisvely so that dl parties will know the direction in which Massachusetts is moving, and can plan
accordingly.

Dated: September 9, 2002.

Respectfully submitted,

John A. DeTore
Christopher H. Kallaher
Rubin and Rudman LLP
50 Rowes Wharf
Boston, MA 02110
(617) 330-7213

9 See, supra, Note 9.
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